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A c c o u n t a n t s ' Reports o n Exa m i n a t i o n s of Securities a n d
Similar I n v e s t m e n t s u n d e r
t h e I n v e s t m e n t C o m p a n y Act

Issued by the
Committee on Auditing Procedure,
American Institute of Accountants,
13 East 41st Street, New York, N. Y.
Copyright 1942 by American Institute of Accountants

HE SECURITIES and Exchange Commission has issued Release No. 2 7

T

in its Accounting Series containing an opinion by the chief accountant as to the nature of the examination and the report by the
independent public accountants required by paragraph (4) of rule
N-17F-1 and by paragraph (7) of rule N-17F-2 promulgated under
the Investment Company Act of 1940. A copy of this release is
appended hereto for convenient reference.
Attention is directed to the chief accountant's interpretation of the
requirements of rule N-17F-2 for a "complete examination" of the
securities and similar investments. It will be noted that attention is
called to the necessity, in addition to making physical examination or
confirmation of the securities and reconciling them with the books, of
making "an appropriate examination of the investment accounts and
supporting records, including an adequate check or analysis of the
security transactions since the last examination and the entries pertaining thereto."
What constitutes an "appropriate examination" and "an adequate
check or analysis" will, as in almost all cases involving the extent of
auditing procedures, vary with the circumstances of the particular
situation. The examination required by the rule is a partial one, relating solely to the securities and similar investments. While it cannot
be expected to be as conclusive as a more extended examination, there
may be cases where the accountant will consider that an adequate
examination of the investments necessitates an examination of the
intervening cash transactions and confirmation of the bank balances
at the date as of which the securities and investments are inspected.
Circumstances which would be controlling might be the period which
had elapsed since the last examination, the activity of the portfolio, the
frequency with which regular examinations of the accounts are made
and the degree of effectiveness of the bookkeeping methods of the company as observed by the accountant during previous examinations.
The release sets forth the requirements for the accountant's report,
and for the assistance of practicing accountants the committee has
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prepared the following form which it believes covers the requirements
and might be used to the extent to which it is applicable:
T o THE BOARD OF DIRECTORS,
X Y Z COMPANY (see note):

We have examined the securities and similar investments shown
by the records of X Y Z Company to be on hand at the close of business on (date) by physical count and inspection in the vault of (name
of depositary) on (date), and have obtained confirmation direct
from the pledgee(s) and transfer agent(s) in respect of securities and investments pledged and out for transfer. In connection
therewith we examined the investment accounts and supporting
records and analyzed the security transactions and checked the
entries pertaining thereto for the period from (date), the date of our
previous examination, to (date). Our examination was made without prior notice to the company.
All the securities and similar investments shown by the records of
the company as of (date) were properly accounted for.
NOTE. — If the report is to be sent directly to the Commission by the
accountant the report might appropriately be addressed "To the Securities and Exchange Commission."

It should be emphasized that this form is suggestive only and should
be modified to the extent necessary to meet the circumstances of the
particular case. For example, the statement that the examination was
made without prior notice to the company could, of course, be used
only where that condition applied. The committee understands that if
one of the required examinations is made as of the end of the company's fiscal year a separate report on such examination is required.
This report will doubtless include a statement that the examination
was not made without prior notice to the company but no such statement is necessary in the accountant's report on the company's annual
financial statements.
Release No. 27 also interprets paragraph (4) of rule N-17F-1 which
requires an "actual examination" of the securities and similar investments in the circumstances to which it pertains, and states that substantially the same considerations are involved as those relating to
paragraph (7) of rule N-17F-2. Rule N-17F-1 sets forth conditions
under which securities and similar investments may be kept in the
custody of a member of a national securities exchange and the reference in the suggested form of accountant's report to the vault of the
depositary may become inapplicable and require modification.
Where a company is subject to the provisions of both rule N-17F-1
and rule N-17F-2, the committee is informed that a single report will

60

Accountants' Reports on Examinations of Securities
be satisfactory providing it conforms to the requirements applicable
to each of the two rules.
APPENDIX
SECURITIES AND EXCHANGE COMMISSION

Investment Company Act of 1940
Release No. 279
Accounting Series
Release No. 27
December 11, 1941
The Securities and Exchange Commission today made public an opinion of its chief
accountant in its Accounting Series discussing the nature of the examination and certificate required by paragraph (4) of rule N-17F-1 and by paragraph (7) of rule
N-17F-2 under the Investment Company Act of 1940. These rules require that where
registered management investment companies retain custody of their portfolio investments, or place them in the custody of a member of a national securities exchange,
such investments shall be verified at least three times each year by an independent
public accountant.
The opinion, prepared by William W. Werntz, chief accountant, follows:
"Inquiry has been made as to the nature of the examination and certificate required
by paragraph (4) of rule N-17F-1 and paragraph (7) of rule N-17F-2 promulgated
under the Investment Company Act of 1940.
"Rule N-17F-2 sets up certain standards to be followed by management investment
companies registered under the Investment Company Act of 1940 which maintain in
their own custody their portfolio securities and similar investments. Paragraph (7) of
that rule is as follows:
"'Such securities and investments shall be verified by complete examination by
an independent public accountant retained by such registered company at least
three times during the fiscal year, at least two of which shall be chosen by such
accountant without prior notice to such company. A certificate of such accountant,
stating that he has made an examination of such securities and investments and describing the nature and extent of the examination, shall be transmitted to the Commission promptly after each such examination.'
"The securities and investments referred to in the quoted paragraph are identified
by paragraphs (1) and (2) of the rule as (a) securities on deposit in a vault or other
depository maintained by a bank or other company whose function and physical
facilities are supervised by federal or state authority; (b) securities which are collateralized to the extent of their full market value; (c) securities hypothecated, pledged, or
placed in escrow for the account of such registered company; and (d) securities in
transit. The examination and certificate required by the quoted paragraph should
therefore cover all of the securities listed in paragraphs (1) and (2).
"In order to make a complete examination of the securities, it is, in my opinion,
necessary for the accountant not only to make a physical examination of the securities
themselves, or in certain cases to obtain confirmation, but also to reconcile the physical count or confirmation with the book records. Furthermore, in my opinion it is a
necessary prerequisite to such a reconciliation that there have been made an appropriate examination of the investment accounts and supporting records, including an
adequate check or analysis of the security transactions since the last examination and
the entries pertaining thereto. While the certificate filed must describe the nature and
extent of the examination made, it is not necessary that each step taken be set out;
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instead, there should be included in the certificate in general terms an appropriate
description of the scope of the examination of the accounts and the physical examination or confirmation of the securities.
"Finally, in order to meet the requirements of paragraph (7) of rule N-17F-2 the
certificate should comply with the usual technical requirements as to dating, salutation
and manual signature and, in addition to the description of the examination made,
should set forth:
"(a) the date of the physical count and verification, and the period for which the
investment accounts and transactions were examined;
"(b) a clear designation of the depository;
"(c) whether the examination was made without prior notice to the company; and
"(d) the results of the examination.
"Rule N-17F-1 specifies the conditions under which a registered management investment company may place or maintain its securities and investments in the custody
of a company which is a member of a national securities exchange. Paragraph (4) of
that rule calls for periodic examinations of the securities and investments so placed or
maintained and for certificates as to the verification thereof. In my opinion the requirements of such paragraph (4) involve substantially the same considerations as
those of paragraph (7) of rule N-17F-2 and the above discussion is therefore likewise
applicable to the examination and certificate required by such paragraph (4)."
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